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CORPORATE DISTRIBUTIONS TO
SHAREHOLDERS AND OTHER
AMENDMENTS TO THE PENNSYLVANIA
BUSINESS CORPORATION LAW
John Mulford t
On July 11, 1957, Act No. 370, a comprehensive amendment to
the Pennsylvania Business Corporation Law, was enacted, effective
September 1, 1957.' The original drafts were based largely on the
Model Business Corporation Act 2 and the final enactment reflects
many of its provisions. The purposes of the act are, first, to simplify the
procedure required of Pennsylvania business corporations; second, to
clarify and render certain the law in this field; and third, to make the
Pennsylvania Business Corporation Law a modem statute that preserves in proper balance the interests of the Commonwealth, corporate
management, shareholders and creditors.
Many of the changes in the law effected by this act are selfexplanatory or are sufficiently reviewed in the committee reports.' The
more complicated and important amendments effected by it are discussed below.
DISTRIBUTIONS TO SHAREHOLDERS

The most important change made by the new act is the complete
revision of those sections which relate to dividends and other distrit LL.B., Harvard University, 1932. Chairman, Corporation Law Committee, Pennsylvania Bar Ass'n.; Chairman, Committee on Federal Regulation of Securities, Corporation, Banking & Business Law Section, American Bar Ass'n.
1. This act was drafted by the Corporation Law Committee of the Pennsylvania
Bar Association. After a study of the draft by the members of the committee and
many other interested members of the Bar, it was revised and printed with an explanatory report in 28 PA. B.A.Q. 121 (Jan. 1957). The bill so printed, with
various changes approved by the committee, was unanimously endorsed by the association. The committee report and bill so approved appear in PA. BAR Ass'N,
61s T ANNUAL RbsORT 277 (1956-57). It was endorsed by the Pennsylvania Chamber
of Commerce and introduced by Senator William Z. Scott as Senate Bill No. 573 on
April 9, 1957. Prior to enactment, it was amended once to reflect a few changes suggested by the Department of Justice and the Corporation Bureau of the Department
of State. One such change of practical importance to lawyers is a prohibition in § 302
against including in articles of incorporation any of the general powers enumerated
in that section.
2. MoDnL BusiNEss CoapoRATiON AcT (hereinafter cited as MODL AcT).

3. See note 1 supra. These reports, which were distributed to interested members
of the House of Representatives and Senate prior to passage, may fairly be treated
as a sort of legislative history of the act.
(536)

1958)

PENNSYLVANIA BUSINESS CORPORATION LAW

butions to shareholders. The Business Corporation Law as amended
embodies the following policy expressed by the Pennsylvania Supreme
Court:
"One of the basic principles of corporate law is that the capital
of the corporation must not be impaired. . . . It is illegal to
declare and pay dividends from other than a surplus consisting of
an excess in the value of the assets over the aggregate of the
liabilities and the issued capital stock. The object of this prohibition is to afford a margin of protection for creditors in view
of the limited liability of the shareholders, and also to protect the
interests of the shareholders themselves by preserving capital so
that the purposes for which the corporation was formed may be
carried out." 4
It goes further, however, and applies this policy not only to "issued
capital stock" but also to all capital items which generally are known
as capital surplus, including surplus arising from revaluation of assets.
It further recognizes the fact that distributions to shareholders may be
made in two ways: by the payment of dividends, liquidating or otherwise, and by the reacquisition of outstanding shares. 5 Similar limitations are placed on all such forms of distribution. The act also
covers the matters of distributions in partial liquidation and quasireorganizations not previously mentioned in the law.
Just how great a change was made by the act in this area is
difficult to evaluate due to the absence of prior statutory law on many
points and to the fact that there have been Pennsylvania court decisions
only on the more obvious problems. Generally speaking, any distribution to shareholders should be carefully reviewed in light of the act
if the distribution exceeds the corporation's earned surplus after deducting therefrom the cost of all treasury shares.
Definitions
To accomplish its purposes the act defines certain accounting
terms, primarily items appearing on corporate balance sheets, and
adopts certain principles not heretofore contained in statutes except
those based in whole or in part on the Model Business Corporation Act.6
4. Berks Broadcasting Co. v. Craumer, 356 Pa. 620, 623-24, 52 A.2d 571, 573-74
(1947).
5. Section 66 of the English Companies Act of 1948, recognizing that a corporation's purchase of its own shares constitutes indirectly a repayment of share capital,
prohibits such acquisitions entirely. See Cole, Morley & Scott, Corporate Financing
in Great Britain, 12 Bus. LAw-m 324, 329 (1957).
6. Such statutes have been adopted in Alaska, the District of Columbia, North
Dakota, Oregon, Texas, Virginia and Wisconsin.
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An understanding of these definitions is necessary to an understanding
of the restrictions imposed on distributions to shareholders. Generally
speaking, the restrictions permit distributions out of earned surplus
but strictly limit distributions out of capital surplus and stated capital.
It is therefore essential, in applying the restrictions, to know what
items are included in these categories and how the amounts thereof
may and must be increased and diminished.
Assets and Net Assets
The act first defines assets to include "all the property and rights
of every kind of the corporation." ' Net assets "mean the amount by
which the total assets of a corporation exceed the total liabilities of
the corporation excluding stated capital and surplus." 8 The term
net assets is used in sections 701F(2), 702A(2), 703A(4) and 705A,
which prohibit the making of distributions to shareholders through
the purchase or redemption of shares, the payment of dividends or the
making of distributions in partial liquidation if such distributions would
reduce the net assets of the corporation below the amount payable to
preferred shareholders on voluntary liquidation.
The act does not define the correlative term liabilities and omits
the provision of former section 701 that "in computing the aggregate
of the assets of the corporation the board of directors shall determine
and make proper allowance for depreciation and depletion sustained
and losses of every character." ' The Model Act was followed in this
respect. Common law and good accounting practice require a corporation to recognize most losses, whether or not they are realized. One
example is unrealized loss in the value of a corporation's inventory
of raw materials, goods in process and finished products.'
Another
example would be unrealized loss in the value of other current assets,
including marketable securities. The prior law went too far, however,
insofar as it might have been construed to require recognition of unrealized loss in permanent investments (such as securities of affiliated
corporations) or in fixed assets (such as land, buildings and equipment). Determination of the amount of losses of this character would
necessarily involve estimates of the current value of assets not readily
marketable and not held for sale. Such losses are often temporary.
It would involve difficult questions as to the applicability of repro7. PA. L%. S Rv. 845, § 2 (Purdon 1957).
8. Ibid.
9. PA. STAT. ANx. tit. 15, § 2852-701B (Purdon 1938).
10. Branch v. Kaiser, 291 Pa. 543, 140 AtI. 498 (1928).
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duction cost, depreciation, and related matters." If fluctuations in
the value of these items were required to be reflected in every corporate
profit and loss statement and balance sheet, such financial statements
would be of little help to investors or others in determining the significance of the corporation's past recorded earnings, its prospective
future earnings, the value of its shares, or its financial condition. 2
Stated Capital
Stated capital' is a term used in the definition of net assets and
in numerous sections throughout the act. That term means the sum
of (a) the aggregate par value of all issued shares (including treasury
shares) with par value; (b) the aggregate consideration received for
all issued shares (including treasury shares) without par value except
any portion thereof received for common shares allocated' 4 by the
board of directors to capital surplus before or at the time of issuance; "
(c) other amounts voluntarily transferred by .the board of directors
to stated capital under section 614; or as required by section 702.1
in the case of distributions of shares of the corporation ("stock
dividends") payable in unissued shares with a par value; or as required
by the definition of stated capital when an amendment to the articles
is adopted under section 801 increasing the par value of the issued
shares; and (d) amounts transferred to stated capital in a merger or
consolidation as contemplated by section 908.
The sum of these four items, i.e., stated capital, must be reduced,
and may only be reduced by "formal reductions" permitted by the act.'"
Such formal reductions may result from (1) amendment of the articles
reducing the par value of the issued shares; 11 (2) a reduction by shareholders without a change in share structure; is (3) purchase and can11. See Pittsburgh v. Pennsylvania PUC, 174 Pa. Super. 4, 98 A.2d 249 (1953).
12. AmmucAN INSTITUTE or ACCOUNTANTS, R STATrMXNT AND RLVISION OP
AccouNTNG RsARCH BULLITINS 67 (1953); KxHL, Coa1'ok.T4 DIVIDNDS § 36.3
(1941).
13. "'Stated Capital' means at any particular time the sum of the par value of
all shares then issued having a par value the consideration received by a business corporation for all shares then issued without par value except such part thereof as may
have been allocated otherwise than to stated capital in a manner permitted by this act
and such other amounts as may have been transferred to the stated capital account
of the corporation whether from the issue of shares or otherwise minus such formal
reductions from such sum as may have been effected in a manner permitted by this
act." PA. Lw. Smav. 845, § 2 (Purdon 1957).
14. Id. at 860, § 614.
15. Under the former § 614 the directors were allowed to make such an alloca.
tion within sixty days after the issuance of the shares. PA. STAT. ANN. tit. 15, § 2852614 (Purdon 1938).
16. PA. L%. Sxav. 845, § 2 (Purdon 1957).
17. Id. at 868, § 801A(4).
18. Id. at 865, § 706.
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cellation of non-redeemable shares; ' (4) purchase or redemption of
redeemable shares; o (5) purchase of its shares by an open-end investment company; or (6) purchase and cancellation of non-redeemable shares for the following purposes: (a) to pay off dissenting
shareholders, (b) to compromise indebtedness to the corporation, or
(c) to eliminate fractional shares.22
With certain exceptions, all of these methods of formally reducing
stated capital require the approval within one year of the holders of
a majority of the shares of each class, whether or not entitled to vote
under the articles. The time limitation was inserted to prevent a
blanket advance shareholder approval of such actions by incorporators
or shareholders, such as was the practice with regard to increases of
indebtedness under former section 309.' The exceptions are method
(2) where only the shareholders with normal voting power are required
to consent because reductions so effected merely transfer amounts on
the corporate books from stated capital to capital surplus and do not
of themselves authorize a distribution to shareholders or a reduction
of the amount invested in the corporation; methods (4) and (5) to
which shareholders will have consented in advance by creating the
redeemable shares; method (6) (a) to which shareholders will also
have consented in advance by approving of the mergers, consolidations,
sales of assets, or amendments to the articles which alone create the
right to dissent under sections 311, 810 and 908; and methods 6(b)
and 6(c) which can be disregarded as de minimis.
On rare occasions stated capital may be restricted by section
701F(3) following the purchases of treasury shares under section
701B(3). This is a concept new to Pennsylvania law. Restriction
occurs when under section 701B purchases of non-redeemable treasury
shares are, to the extent of its unrestricted stated capital, made by a
corporation which has no available surplus. This is permissible in
specified contingencies. Under section 701F(3), to the extent that
stated capital is used as the measure of the corporation's right to purchase its shares, stated capital is "restricted" so long as such shares
are held as treasury shares. This simply means that under section
701B (3) that portion of stated capital cannot again be used (until the
restriction is removed) for the purpose of making another similar
purchase of treasury shares. When the shares so acquired are disposed
19.
20.
21.
22.

Id. at
Id. at
Id. at
Id. at

861, §§ 701A, 701B (1), (2) ; id. at 866, § 708.
864-65, § 705A.
862, § 701E.
861, §§ 701A, 701B (3).
23. PA. STAT. ANN. tit. 15, § 2852-309 (Purdon Supp. 1956).
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of, as a "stock dividend" or otherwise, the restriction is removed to
the extent, but only to the extent, of the consideration received, if any
(there may well be none in the event of a "stock dividend") .24 On the
cancellation of such shares (permissible under section 708) the restriction is removed to the extent of the stated capital reduced by such
cancellation.2 5 Under section 708 on such cancellation the stated capital
will be reduced by not more than the portion thereof represented by or
restricted by the purchase of the shares in question. After any such
disposition or cancellation, if stated capital is still restricted by the
purchase of the shares disposed of or cancelled, an amount equal to the
restricted portion must be eliminated under section 701F(3), i.e., the
stated capital must be reduced by that amount.
The foregoing discussion of stated capital presupposes a determination of the consideration which the corporation has received for
its shares. Under the Pennsylvania Constitution 2 6 and sectio~h 603
of the act, shares can be issued only for money, labor done, or money
or property actually received."
Shares may be issued for such consideration (not less than their par value, if any) as the board of directors
may determine (the incorporators in the case of subscriptions prior
to incorporation), and treasury shares may be re-issued for such consideration as the board may determine.28 The consideration for shares
distributed to shareholders (so-called "stock dividends" or "split-ups")
is the consideration originally received for the shares on which the
dividend is paid, plus the part of surplus, if any,29 transferred to stated
capital by the board of directors pursuant to section 702.1 on the distribution of the shares.3
In the event of an exchange or conversion
of shares, the consideration for the shares issued is the consideration
originally received for the shares surrendered, plus the part of the
surplus, if any, transferred to stated capital on the exchange or conversion, plus any additional consideration paid to the corporation at
24. PA. LEG. SmEv. 862, §§ 702.1(1), (2) (Purdon 1957).
25. Id. at 862, § 701F(3).
26. PA. CoNsTr. art. XVI, § 7.
27. The constitution also states that all fictitious increases of the stock shall be
void. Ibid. The act contains no such provision. This provision of the constitution has
been held not to be self-executing and hence to be ineffective in the absence of legislation. Grafton v. Masteller, 232 F.2d 773 (3d Cir.), cert. denied, 352 U.S. 832 (1956).
This case erroneously stated that the law had not implemented the constitutional prohibition against the issuance of shares except for money, labor done or property
actually received.
28. Under § 603A, the articles no longer need to confer this power on the board
as to shares without par value. PA. LtG. Snav. 859, § 603A (Purdon 1957).
29. Except in the case of distributions of unissued shares with a par value, no
transfer of surplus to stated capital or of earned surplus to capital surplus is now
required by the act on such occasions. Id. at 859, § 603B; id. at 863, §§ 702.1A(1), (2).
30. Id. at 859, § 603B.
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that timeY1 The determination by the incorporators or the board of
directors, as the case may be, of the value of property, other than cash,
received for shares is conclusive." Shares issued for the consideration
3
so fixed are fully paid and non-assessable2
Surplus
The definition of net assets, perhaps unnecessarily, uses the term
surplus, as do other sections of the act. "Surplus means the excess of
the net assets of the corporation over its stated capital." " Surplus
in turn is divided into earned surplus and capital surplus.
Earned Surplus
"Earned surplus means the entire surplus of a corporation other
than its capital surplus, and includes surplus acquired by merger or
consolidation available for the payment of cash dividends on common
shares under section 907." s' Generally speaking, this definition has
the same meaning as has that in the Model Act, where earned surplus
is defined, in effect, as the net profits of a corporation from the date
of its incorporation (or its latest quasi-reorganization pursuant to
section 704C), less the portions thereof previously distributed to shareholders or transferred to capital surplus or stated capital. The Model
Act approach of defining earned surplus and stating that all other
surplus is capital surplus has been reversed due to the fact that historically the method used in Pennsylvania of computing the fund, i.e.,
earned surplus, normally available for dividends, is a balance-sheet
test and not a test based directly on profit and loss statements.3
Earned surplus of a corporation can be increased only by profits
except in one case, which is really not an exception at all but a matter
of bookkeeping. The exception arises where capital surplus has been
created through the revaluation of assets to reflect an increase in their
value not yet realized by the corporation." In such a case, when and
if the corporation realizes all or a portion of the increase in value of
the assets so written up by disposing of them for a sum in excess of
their former book value, the board of directors may transfer from
capital surplus to earned surplus the amount realized. 8
31. Id. at 859, § 603C.
32. Id. at 859, § 603A.
33. Id. at 859, § 604.
34. Id. at 845, § 2.
35. Ibid.
36. The balance sheet test has other advantages. See KeRL, CORPORATz DsxVmnrs
§§ 16-17 (1941); Hackney, The FinancialProvisions of the Model Business Corporation Act, 70 HARV. L. Riv. 1357 (1957).
37. Another minor exception, the sale of treasury or unissued shares at a price
including accrued dividends, is discussed in note 48 infra.
38. PA. LwE. Sxav. 864, § 704B (Purdon 1957).
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Earned surplus will be diminished, of course, by losses and by
all distributions to shareholders not properly allocable to stated capital
or capital surplus. The only distributions so allocable are (1) those
effected by the purchase or redemption of redeemable shares to the
extent that the purchase or redemption price does not exceed the stated
capital or capital surplus represented thereby; " (2) the purchase and
cancellation of non-redeemable shares to the same extent; 40 (3) distributions in partial liquidation permissible. under section 703; and
(4) the payment of cumulative preferred dividends when there is no
earned surplus.4 Earned surplus may also be reduced by transfers
ordered by the board of directors from earned surplus to capital surplus
under section 704A, or to stated capital under section 614.
Reserves may be created out of earned surplus by the board of
directors for any proper purpose, and may be similarly abolished.4"
Only if earned surplus is not reserved (except by a reserve for depletion
under section 702A(3)) or restricted is it available for dividends or
distributions to shareholders, or for the acquisition of non-redeeniable
shares.

43

Earned surplus will be restricted (a concept new to Pennsylvania
44
statutory law) by the acquisition of non-redeemable treasury shares,
in an amount equal to the cost thereof. The restriction on earned surplus will be removed (as in the case of restrictions on stated capital,
previously discussed under that heading) when the treasury shares
are disposed of or cancelled. Any earned surplus still restricted after
such disposal or cancellation must be eliminated under sections
701F(3) and 705A.
Deficits in earned surplus can, with the consent, obtained within
one year, of the holders of a majority of each class of shares, whether
or not entitled to vote thereon by the articles, be reduced or eliminated
by the application thereto of capital surplus. This process is known
as a quasi-reorganization. In such a case earned surplus thereafter
acquired must be stated to be earned surplus since the date of the
latest such application of capital surplus.'
If a corporation has not
sufficient capital surplus for this purpose, the necessary capital surplus
can be created by a reduction of stated capital with the consent of the
46
holders of a majority of the shares entitled to vote under the articles.
39. Id. at 864, § 705A.
40. Id. at 862, 866. §§ 701F(3), 708.
41. Id. at 862, § 702B.
42. Id. at 864, § 704E.
43. Id. at 861, 862, 863, §§ 701B(1), 702(1), 703.
44. Id. at 862, § 701F(3).
45. Id. at 864, § 704C.
46. Id. at 865, § 706.
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Capital Surplus
Capital surplus is defined as follows:
" 'Capital Surplus' means capital contributed for or assigned
to shares in excess of the stated capital applicable thereto (whether
as a result of original issue of shares at amounts in excess of their
par or stated value, reduction in par or stated value after issuance,
tranactions by the corporation in its own shares, or otherwise),
capital received other than for shares whether from shareholders
or others, and amounts of surplus arising from revaluation of or
unrealized appreciation in assets." "
Under this definition capital surplus includes (1) all consideration
"contributed for" shares exceeding stated capital, i.e., all consideration
received for issued shares not allocated to stated capital under sections
2 and 613; " (2) all "capital assigned to shares" in excess of stated
capital, i.e., transfers from earned surplus to capital surplus ordered by
the board of directors pursuant to section 704A; (3) so-called "reduction surplus" resulting from the reduction of the par value of the issued
shares through amendment of the articles under section 801A(4) or
from reductions of stated capital by shareholder action under section
706; (4) all "profits" on treasury shares re-issued, since these result
from "transactions by the corporation in its own shares"; (5) all
donated surplus (the most frequent instance of donated surplus occurs
in the case of closely held corporations where the promoters or principal shareholders desire for some reason to increase their investment
without increasing the number of shares held by them) ; (6) surplus
arising from the upward revaluation of assets; and (7) amounts of
surplus not available for the payment of cash dividends on common
shares acquired by merger or consolidation.49
The act differs from the Model Act in expressly providing that
surplus arising from revaluation shall be capital surplus subject to all
the restrictions thereon. Similar provisions were contained in former
sections 701 (1) and 702. This provision renders impossible in Penn47. Id. at 845, § 2. This definition was taken verbatim (except for the addition
of the final thirteen words so as to include surplus from revaluation) from AmMSICAN
ITN, ITUrZ ov ACCOUNTANTs,

AccOUNTING R zLzAsz

BuULSiN No. 39, at 297 (1949).

48. As pointed out in PENNSYLVANIA BAR AssocIATIoN, 61sT ANNUAL RXPORT
277, 280 (1956-57), capital surplus will not be increased by the amount paid for
accrued cumulative dividends on shares issued, since that amount is paid for the dividend and not for the shares, and will be added to earned surplus, and on payment thereof will be deducted from earned surplus. Capital surplus likewise will not be increased,
for the same reason, by amounts paid to open-end investment companies for new or
treasury shares which are normally charged by such companies to dividend equalization
accounts.
49. PA. LG. Snav. 845, 872, §§ 2, 908 (Purdon 1957).
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sylvania a decision such as that in Randall v. Bailey; 0 where the court
held that a dividend was proper even though the corporation would
have had a deficit in earned surplus but for an upward revaluation of
fixed assets. The result attained by the management in the Randall
case can now, however, be attained by Pennsylvania corporations with
shareholder consent through a distribution in partial liquidation, discussed below.
Capital surplus can be reduced only as expressly permitted by the
act." The methods of reduction so authorized are (1) distributions in
partial liquidation under section 703; (2) transfers to stated capital
under section 614, including those required when the par value of issued
shares is increased by amendment under section 801A(4) ; (3) quasireorganizations under section 704C; (4) the purchase and cancellation
of non-redeemable shares under sections 701B (1), (2) and 708; (5)
(a) the purchase or redemption of redeemable shares under section
705; (b) the purchase of its own shares by open-end investment companies under section 701E; (6) the realization and transfer to earned
surplus of a profit theretofore allocated to capital surplus through an
upward revaluation of assets under section 704B; (7) a reduction in
capital surplus accompanied by a simultaneous revaluation downward
in an equal amount of assets theretofore revalued upward so as to
increase capital surplus under section 704B; (8) the purchase and cancellation of unredeemable shares to (a) pay off dissenting shareholders,
(b) compromise indebtedness to the corporation, or (c) eliminate
fractional shares under section 701B (3); and (9) if the corporation
has no earned surplus, the payment of cumulative preferred dividends
under section 702B.
All of these methods of reducing capital surplus, except numbers
2, 6, and 7, which are matters of bookkeeping, and 8(b) and (c), which
are de ininimis, require shareholder approval either for the particular
transaction or in advance (by the approval of preferred, redeemable or
convertible shares or of a merger, etc.). As in the case of reductions of
stated capital, approval must often be obtained within one year from the
holders of a majority of the shares of each class, whether or not
entitled to vote under the articles.
Capital surplus may with shareholder approval sometimes be
restricted, as is the case with stated capital and earned surplus by all
or a portion of the cost of non-redeemable treasury shares under sections 701B(2) and 701F(3). In such cases the restricted portion
cannot be used as a measure of the corporation's right to acquire ad50. 288 N.Y. 280, 43 N.E.2d 43 (1942).
51. PA. LrG. SrIv. 864, § 704D (Purdon 1957).
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ditional treasury shares under section 701B (2), or as the basis for
distributions in partial liquidation under section 703. The fact that
capital surplus is restricted, curiously enough, will not render it unavailable for the payment of cash dividends on preferred shares if the corporation has no earned surplus under section 702B.
Insolvency
"Insolvency means inability of a corporation to pay its debts as
they become due in the usual course of its business." " Insolvency is
used as a test of the ability of a corporation to purchase or redeem its
outstanding shares,' to pay dividends in cash or property other than
its own shares," and to make distributions in partial liquidation. 5 It
is not used as a test of the corporation's ability to reduce its stated capital without change in its share structure,"' to amend its articles of incorporation (which may involve a change in share structure or stated
capital, or both, under sections 2 and 801), or to acquire outstanding
shares or conversion thereof into or exchange thereof for other shares
of the corporation under section 701D. The reason for these omissions
is that the transactions in question involve no disposition of corporate
assets and hence cannot adversely affect creditors of the corporation.
They affect only the rights of the shareholders inter se.
The term is used in the act in its equity sense and not as used in
bankruptcy legislation. For bankruptcy purposes a corporation is
insolvent if its liabilities exceed its assets even though, due to the fact
that the maturity of most of its liabilities has not arrived, it is still able
to meet its current obligations. Creditors are protected by the law in
such a situation due to the fact that corporations may make distributions
to shareholders only out of earned surplus, or less frequently out of
capital surplus, or even less frequently stated capital.5 7 If a deficit
in earned surplus exists and .such deficit exceeds the aggregate of stated
capital and capital surplus of the corporation so that it is insolvent in
the bankruptcy sense, the corporation will not under the law be able
to make any distribution to shareholders in any form, even if it has
8 where the court
current earnings. It was so held in Branch v. Kaiser,"
quoted with approval from the opinion below:
52.
53.
54.
55.
56.
57.
58.

Id. at 845, § 2.
Id. at 861, 862, 864, §§ 701B, 701F(t), 705A.
Id. at 862, § 702A.
Id. at 863, § 703(1).
Id. at 865, § 706.
Id. at 861, 862, 863, §§ 701, 702, 703.
291 Pa. 543, 140 Atl. 498 (1928).
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"It is argued by counsel for the respondents that the impairment of the capital occurred prior to the declaration of the dividends in question, and all that the directors did was to fail to
reduce an impairment that existed. This argument overlooks the
fact, however, that by declaring the dividends each year out of
current profits, the directors illegally diverted funds which properly
were applicable to a reduction of the capital deficit. The earned
profits, therefore, reduced the impairment, and the declaration of
the dividend again impaired the capital to the extent of the dividends declared." "
Thus, if a deficit such as is described above is in existence, all subsequent earnings must first be applied to eliminate that deficit. Under
the act deficits in stated capital and capital surplus in this respect are
treated alike. Thus there can be no distribution made to shareholders
while the corporation is insolvent in the bankruptcy sense.60
Dividends
The prior law, so brief and casual in its former section 302 (7) 01
treatment of acquisitions of their own shares by corporations, contained
in sections 701 and 702 ' rather elaborate restrictions on the payment
of dividends in cash or property other than shares of the corporation.
Substantially all such restrictions have been reenacted, a few new ones
have been added and the law has been clarified. The act now uses
the term dividends only with respect to distributions in cash or property
(other than shares of the corporation) to holders of its outstanding
shares, excluding treasury shares, which are normally payable by
resolution of the board of directors out of earned surplus. The term
does not include so-called liquidating dividends, stock dividends or
split-ups, or distributions in liquidation, either partial or complete.
The term dividends being thus limited, and the amount of earned
surplus having been determined in accordance with the definitions discussed above, the act provides that dividends may be declared by the
board of directors and paid by a corporation at any time (1) if the
corporation is not and is not thereby made insolvent; ' (2) if the
declaration or payment thereof is not contrary to its articles; 64 (3)
59. Id. at 550, 140 Atl. at 500.
60. As pointed out under "Earned Surplus," a deficit in earned surplus may be
eliminated by the application of capital surplus in a quasi-reorganization. Id. at 864,
§ 704C. After such a quasi-reorganization, however, the corporation still cannot make
distributions to shareholders except subject to the limitations discussed in the text
61. PA. STAT. ANN. tit. 15, § 2852-302(7) (Purdon 1938).
62. Id. §§ 2852-701, 2852-702.

63. PA. Lto. Smv. 862, § 702A (Purdon 1957).
64. Ibid.
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if it has available an equal amount of earned surplus not restricted
under section 701F(3) by the prior acquisition of treasury shares and
not reserved except for depletion; " and (4) if it does not reduce the remaining net assets of the corporation below the aggregate amount
payable on voluntary liquidation to preferred shareholders."
The only exception to the foregoing limitations is contained in
section 702B, which permits a corporation by board action, if it has
no earned surplus and is not and would not thereby be rendered insolvent, to pay cumulative preferred dividends out of capital surplus.
The exception contained in this subsection B is in reality an exception
to the limitation numbered (3) in the preceding paragraph. The subsection also includes the limitation numbered (1) above. It may be
anticipated that, despite the absence of an express reference to the limitations numbered (2) and (4) above, the courts would not permit the
payment of even cumulative preferred dividends at a time when the
articles prohibited them. Probably they would permit such dividends
even though they reduced the net assets of the corporation below the
amount payable on voluntary liquidation to the preferred shareholders
receiving the dividends, since the payment thereof would also (normally) reduce such liquidation price.
Distributions in Partial Liquidation
The prior statutory law was silent on the subject of distributions
in partial liquidation though apparently they were permissible, at least
on preferred shares, if creditors' rights were not involved or affected.I
The law did contemplate reductions of stated capital when approved by
shareholders under sections 706 or 801,8 but made no provision for
distribution of the amounts of such reductions.
The act now expressly covers this matter in section 703. It treats
all distributions of cash or property (other than shares of the corporation), except dividends permitted under section 702, as distributions in partial liquidation, and in section 703 (5) requires them to be
identified as such. Such distributions may be made at any time by a
corporation under section 703 if (1) distribution is approved by the
board of directors with the consent within one year of the holders of
a majority of the outstanding shares of each class, whether or not
entitled to vote under the articles; (2) they are made out of capital
65. If it is reserved for depletion notice of the source of the dividend must be
given, id. at 862, § 702A(3), by the board of directors pursuant to § 704E.
66. PA. L%. Stav. 862, § 702A (Purdon 1957).
67. Levin v. Pittsburgh United Corp., 330 Pa. 457, 199 Atl. 332 (1938).
68. PA. SATv. ANN. tit. 15, §§ 2852-706, 2852-801 (Purdon Supp. 1956).
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surplus which is not restricted under section 701 by prior acquisitions
of treasury shares; 69 (3) it is not and will not thereby be made insolvent; "0(4) all cumulative dividends accrued on all classes of shares
entitled to preferential dividends prior to the recipients of the distribution in partial liquidation have been fully paid; "1 and (5) the distribution does not reduce the net assets of the corporation below the amount
payable on voluntary liquidation to preferred shareholders.7"
As indicated above, section 703 (5) requires that such distributions
must be identified as distributions in partial liquidation and the amount
per share must be disclosed to the shareholders receiving the same
concurrently with the distribution thereof. This will insure, in the
case of trusts subject to the Principal and Income Act of 1947, 3 that
all such distributions enure to the benefit of remaindermen as distinguished from life tenants.74
"'Stock Dividends" and "Split-ups"
The distribution by a corporation to its shareholders of unissued
or treasury shares of the same class, commonly known as a "stock
dividend," does not in fact give rise to any change in either the corporation's assests or its respective shareholders' proportionate interests
therein.'
Accordingly, such distributions are not made subject by
the act to the restrictions imposed on other distributions of property
or cash. The only restrictions in the act are two, both carried over
from prior law. The reason for the first is historical, and its continuance is necessary unless many assumptions underlying the law
of corporations and par value shares are to be changed. This is the
provision embodied in section 702 (1), that if a distribution is made in
authorized but unissued shares with a par value, the aggregate par
value of the shares so distributed must be transferred from surplus
(either capital or earned) to stated capital. The other restriction,
necessary to prevent possible unfairness to shareholders where there
are two or more classes of shares outstanding, prohibits the making
69. If a corporation desires to make a distribution partial liquidation and has
no capital surplus, it can create such surplus by either a reduction in stated capital
under §§ 706 or 801A(4) with shareholder consent, or a transfer from earned surplus
under § 704A by the board of directors.
70. PA. L%. SmRv. 863, § 703(1) (Purdon 1957).

71. Id. at 864, § 703(3).
72. Id. at 864, § 703 (4).
73. PA. STAT. ANN. tit.
20, § 3470.15 (Purdon 1954).
74. PA. STAT. ANN. tit. 20, § 3470.5(3) (Purdon 1954), which provides in part,
"All disbursements of corporate assets to the stockholders, whenever made, which are
designated by the corporation as a return of capital or division of corporate property,
shall be deemed principal."
75. Eisner v. Macomber, 252 U.S. 189, 202-03 (1920).
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to holders of one class of shares a distribution of shares of another
class without the consent of the holders of a majority of -the shares of
such other class."h
The act differs from prior Pennsylvania law

7

7

the Model Act,78

and the law of many other states in that it no longer requires any
transfer from surplus to stated capital except on distribution of unissued shares with par value.79 It also differs in providing that shares
issued with or without such a transfer are issued for a proper consideration and are fully paid and non-assessable, and that, when a
distribution thereof is made, the amount transferred to stated capital
or the fact that there was no such transfer shall be disclosed to share8
holders. 1

The New York Stock Exchange, supported by a majority of
the accounting profession, requires that on the payment of a "stock
dividend" there must be transferred from earned surplus to stated
capital or capital surplus an amount equal to the fair value of the shares
issued. This requirement appears unsound because the value of the
shares previously outstanding in the hands of each shareholder is,
simultaneously with the issuance of the new shares, reduced by an
equal amount. The Exchange rule s is based on the theory that, in
the absence of such a transfer, shareholders are deceived:
"As a consequence of the express purpose of [a stock dividend] and its characterization as a 'dividend' in related notices
to shareholders and the public at large, many recipients of stock
dividends look upon them as distributions of corporate earnings
and usually in an amount equivalent to the fair value of the additional shares received. .

.

. Where these circumstances exist the

corporation should in the public interest account for the transaction by transferring from earned surplus to the category of
permanent capitalization (represented by the capital stock and
capital surplus accounts) an amount equal to the fair value of the
additional shares issued." s
The Pennsylvania law obviates the unsound basis for the stock
exchange rule by designating "stock dividends" not as dividends but
as "distributions of shares" of the corporation, and by requiring such
76. PA. LEG. SEav. 863, § 702.1(4) (Purdon 1957).

77. Id. at 863, § 703.
78. MoD L Ac" § 40(d).
79. PA. Lw. SEv. 863, § 702.1(2) (Purdon 1957).
80. Id. at 869, § 603B, 604.
81. Id. at 863, § 702.1(3).
82. Nxw YORK STOCK EXCHANGt, COMPANY MANUAL § A13 (1956).

83. Amm1UCAN INsTiruTs
No. 11, at 101A (rev. ed. 1952).

Ov ACCOUNTANTS,

ACCOUNTING REZSARCH

BuLtzmr
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distributions to be accompanied by a statement of the amount, if any,
of surplus, transferred to stated capital or of the fact that there was
no such transfer. Shareholders of Pennsylvania corporations can,
therefore, hardly be deceived and corporations are not required by the
act to freeze, i.e., render unavailable for distribution to shareholders as
dividends or otherwise, any portion of their earned surplus. It may
be noted that the position taken by the Pennsylvania legislature in this
respect is supported by respectable dissenting opinions from the action
of the American Institute of Accountants.8 4
So-called split-ups under the act will also be governed by section
702.1, at least in cases where, when a stock is "split" 2 for 1, for
example, the corporation does not call in the outstanding shares but
simply mails out new certificates to each stockholder for a number of
new shares equal to those already registered in his name.,
Where
the outstanding certificates are called in and new certificates for a larger
number of shares are issued in lieu thereof, the transaction is governed
by section 701D governing the exchange of shares. This section permits the application to such an exchange of the aggregate capital surplus
and stated capital represented by the shares surrendered. In other
words the new shares issued will be represented by the same capital
surplus and stated capital as those surrendered, plus any additional
amount transferred by the board to capital surplus or stated capital in
connection with the exchange."0 Under section 701D the corporation
must cancel the shares so acquired and, unless the articles prohibit the
re-issue of such shares, the corporation may, but need not, thereby reduce the number of shares issuable by the number of shares cancelled.
If the articles do prohibit the re-issue of the shares surrendered, a
reduction in authorized shares will thus occur which must be taken into
consideration when the split-up is authorized and which may make
it desirable not to call in the outstanding certificates.
There is a new and convenient provision in section 702.1B permitting the corporation, in lieu of issuing fractional shares in any distribution, to pay in cash the fair value thereof as determined by the
board of directors.
It should be noted that share distributions may be made to holders
of issued shares. This will include treasury shares, on account of
which no cash or other property dividends or distributions may be
made under sections 702 or 703. Distributions on account of treasury
84. AmmucA INSTITUTZ op' ACCOUNTrANrS, ACCOUNTING RESEARCH BuLLETiNs
No. 11 (rev. ed. 1942) ; id. No.-43, at 49 (1953).
85. This method is recommended by the New York Stock Exchange. See Nnw
YORK STOCx EXCHANG*, COMPANY MANUAL § A-14 (1956).
86. PA. Leo. Smv. 859, § 603B (Purdon 1957).

552

UNIVERSITY OF PENNSYLVANIA LAW REVIEW

[Vol. 106

shares may be convenient or desirable in connection with share option,
bonus or similar contracts. They cannot adversely affect shareholders
or creditors."'
Acquisitions of Shares
The act 8' first takes up the problem of acquisition of non-redeemable shares. 9
Under prior law both redeemable and non-redeemable shares
could be reacquired by the issuer provided only that its net assets were
not less than, and were not thereby reduced below, its stated capital;
that is, they could be acquired "out of" any surplus, either earned or
capital.' °
Since the former law did not spell it out, it was uncertain whether
or not such an acquisition would "freeze," i.e., render unavailable for
dividends or other distributions to shareholders, an amount of earned
surplus equal to the cost of such shares." However, if treasury shares
were so acquired or were acquired on a conversion or exchange of
shares, the board of directors, without shareholder consent, could under
the former sections 705 or 708 92 cancel such shares and reduce the
stated capital by the amount represented by these shares. Such cancellation had the effect of removing the restriction, if any, on earned
surplus to the extent of the reduction in stated capital since, by diminishing stated capital, it would reduce or eliminate the amount which
was required to be deducted from earned surplus or from a total which
included earned surplus. The board could thereupon under prior law
repeat the process using the identical amount of surplus as a justification for another purchase of stock. Thus, in time the board, without
shareholder consent, could gradually diminish almost to nothing the
stated capital invested by shareholders in the corporation.
The law now prohibits this practice without shareholder consent
in the case of non-redeemable shares. It gives the corporation by board
action the right to purchase such shares, but only (1) if the articles
do not otherwise provide; ' (2) if the corporation is not and is not
87. Hackney, The FinancialProvisions of the Model Business Corporation Act, 70
HARv. L. Rzv. 1357, 1399-1400 (1957).
88. PA. LEG. Simv. 844 (Purdon 1957).
89. PA. LEG. SERv. 861, §§ 701A, B (Purdon 1957).
90. PA. STAT. ANN. tit. 15, § 2852-302(7) (Purdon 1957).
91. See Levin v. Pittsburgh United Corp., 330 Pa. 457, 199 At. 332 (1938) (as
to preferred shares). Cf. SEC Regulation SX, rule 3.16, which provides: "Reacquired
shares shall be shown separately as a deduction from capital shares, or from the total

of capital shares and surplus, or from surplus, at either par or stated value, or cost,
as circumstances require." Cf. AMERICAN INsTIT1u or ACCOUNTANTS, ACCoUxnN
RESEAaCH BuLLETIN No. 43, at 12-14, 64 (1953).
92. PA. STAT. ANN. tit 15, §§852-705, 2852-708 (Purdon 1938).
93. PA. LEG. Sztv. 861, § 701A (Purdon 1957).
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thereby rendered insolvent, i.e., unable to pay its debts as they mature; 94
(3) if the acquisition does not reduce the corporation's net assets below
voluntary liquidation price of its preferred shares; ' and (4) out of
unrestricted and unreserved earned surplus.9" Subject to restrictions
numbered (1), (2), and (3), a corporation, if it has no earned surplus,
may also with the consent, obtained within one year of the purchase,
of the holders of a majority of the shares of each class, whether or not
entitled to vote thereon by the articles, purchase non-redeemable shares
to the extent of its capital surplus not restricted by prior similar purchases.
Only if it has no earned surplus or capital surplus can it purchase such shares to the extent of its stated capital not restricted by
prior similar purchases, and then only for the purposes of (a) paying
dissenting shareholders, (b) eliminating fractional shares, or (c)
98
compromising indebtedness to the corporation.
The effect of such a permissible purchase of shares is spelled out
in section 701F(3). It "restricts," i.e., makes unavailable for other
purchases of shares or for dividends or other distributions to shareholders,9 9 the earned surplus, capital surplus or stated capital "used as
the measure of [the] . . . corporation's right to purchase" the shares.

When and if the shares so acquired are re-issued (which the board of
directors can do without shareholder consent) 00 the restriction is
removed, but only to the extent of the consideration received for them.
Such consideration will be zero in case of a "stock dividend" unless
the directors voluntarily make a transfer to stated capital in connection
therewith pursuant to section 702.1 (1) or (2). In this case the
restricted surplus so transferred becomes a permanent part of the corporation's capital. After such disposal, any portion of the surplus or
stated capital still restricted by the purchase of the shares so re-issued
must be eliminated under the last clause of section 701F(3).
The only other way to get rid of the restriction created by such
a purchase is to cancel the shares. This can, but need not be, done
under section 708 with the consent within one year of the holders of
a majority of the shares of each class, whether or not entitled to vote
under the articles. The procedure is to reduce stated capital and
capital surplus by amounts equal to the stated capital and capital surplus represented by or restricted by the purchase of the shares in
94.
95.
96.
97.

Id. at 845,
Id. at 862,
Id. at 861,
Id. at 861,

§ 2; id. at 862, § 701F(1).
§ 701F(2).
§ 701B(1).
§ 701B (2).

98. Id. at 861, § 701B(3).
99. Id. at 861-63, §§ 701B (1), 702A(1), 703.
100. Id. at 859, 862, §§ 603, 702.1.
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question. A statement of cancellation must be filed.'' If the shares
acquired cost more than the aggregate of such stated capital and
capital surplus so reduced, i.e., portions of the surplus or stated capital
are still restricted, such portions must be eliminated.'
These complicated rules may perhaps be best illustrated by examples. Corporation A has net assets, including cash, of $50,000, stated
capital of $10,000 representing 10,000 shares of $1 par value each
which were sold for $4 per share (creating a capital surplus of
$30,000), and an earned surplus of $10,000. The balance sheet at
this time will be as follows:
Net Assets

$50,000

$10,000

Stated capital
Capital surplus
Earned surplus

30,000
10,000
Total

$50,000

Suppose that Corporation A reacquires 1,000 of its issued and outstanding shares for $5 a share. To complete the picture suppose also
that Corporation B, with the same net assets, capital and surplus, reacquires 1,000 of its shares for $3 a share. Such reacquisitions will
result in restrictions on earned surplus. The respective balance sheets
will be as follows:
C( )rporation

Net Assets

A

Corporation B

$45,000

Capital surplus
Earned surplus
$10,000
Less restricted
earned surplus,
i.e., cost of
1,000 treasury
shares
5,000

$47,000

30,000

Total
101. Id. at 866, 867, §§ 708B, 709.
102. Id. at 862, § 701F(3).

30,000
$10,000

5,000

3,000
$45,000

7,000
$47,000
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Suppose now that each corporation re-issues the 1,000 shares as
a "stock dividend" without making any transfer from surplus to stated
capital, as it is permitted to do under section 7.02.1. The balance sheets
will then be the same as before except that the formerly restricted surplus must be eliminated. They will appear respectively as follows:
Corporation A
$45,000

Net Assets
Stated capital
Capital surplus
Earned surplus

$10,000
30,000
5,000

Total

Corporation B
$47,000
$10,000
30,000
7,000

$45,000

$47,000

Now assume that, instead of re-issuing the re-acquired stock as a
"stock dividend" without consideration, each corporation by board
action under section 603 resells its 1,000 reacquired shares for $4 a
share. This will, to the extent of the consideration received, i.e.,
$4,000, eliminate the restriction on earned surplus. The balance of
03
the restricted earned surplus of Corporation A must be eliminated.'
Corporation B, which had reacquired the shares for $3, made a profit
on the transaction. This profit must, under section 2, be reflected in
capital surplus, not earned surplus. The respective balance sheets will
thereupon appear as follows:
Corporation A
$49,000

Net Assets
Stated capital
Capital surplus
Earned surplus
Total

$10,000
30,000
9,000

Corporation B
$51,000
$10,000
31,000
10,000

$49,000

$51,000

Suppose now that instead of re-issuing the reacquired shares, the
corporations under section 708 cancel the shares and apply thereto the
stated capital and capital surplus represented thereby. This will reduce
103. Ibid.
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stated capital by $1,000, and will reduce capital surplus by $3,000.
Since Corporation A's capital surplus and stated capital represented
by the cancelled shares, and therefore eliminated, is less than the cost
of such shares, the remaining restricted earned surplus must be eliminated. Since the aggregate of such sums exceeded the cost of such
shares to Corporation B, its capital surplus must be increased by the
$1,000 profit under section 2. The balance sheets will then be as
follows:
Corporation A
$45,000

Net Assets
Stated capital
Capital surplus
Earned surplus

$ 9,000
27,000
9,000

Total

Corporation B
$47,000
$ 9,000
28,000
10,000

$45,000

$47,000

The Corporation can also acquire shares on conversion or exchange for other shares.'
The issuance of the new shares will necessarily have the prior approval of shareholders since they must have
authorized the issuance in approving the original articles or amendments.'
In any such case the corporation under section 701D by board
action may apply to the acquisition the aggregate of its capital surplus
and stated capital represented by the shares acquired. This seems
proper, since the transaction will not in fact reflect a distribution of
cash or property to shareholders but only a difference, previously approved in principle by shareholders, in their relative rights and preferences. In the event of any such exchange or conversion the directors
must cancel the reacquired shares and may reduce the number of authorized shares by the number of shares so cancelled. If the shares
are not re-issuable under the articles, they must make such a reduction.
An open-end investment company is defined as "a management
investment company which is offering for sale or has outstanding any
security of which it is the issuer which is redeemable at the option of
the holder." '
This definition was taken from section 5(a) (1) of
the Investment Company Act of 1940. Such corporations by their
very nature are under a continuous duty at the option of their share104. Id. at 862, § 701D.
105. Id. at 850, 867, §§ 302, 801.
106. Id. at 845, § 2.
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holders to redeem their shares whether or not they have sufficient
earned surplus available for the purpose. By investing in such companies shareholders automatically consent to this practice. Accordingly, an .xpress exception is made 117 (perhaps unnecessarily, since
section 705 allows the retirement of redeemable shares without shareholder consent) for open-end investment companies providing that
such corporations by resolutions of their boards of directors may
purchase their own shares, apply to such purchase the amount of stated
capital and capital surplus represented thereby, and thereupon reduce
such stated capital and capital surplus by such amounts. The only
limitations are contained in sections 701F(1) and (2), which provide
that this cannot be done if the corporation is, or is thereby rendered,
insolvent, i.e., unable to pay its debts as they mature, or if the purchase
would reduce the remaining net assets of the corporation below the
amount payable in voluntary liquidation to preferred shareholders.
These two restrictions are, of course, justifiable and self-explanatory.
If the corporation is insolvent in the bankruptcy sense, it will not have
any stated capital or capital surplus and the permission to reacquire
shares granted by section 701E will not apply.
A special section, section 705 covers the reacquisition of redeemable shares by purchase or redemption. By authorizing the issuance
of such shares the shareholders have automatically consented in advance to their reacquisition, which therefore can be effected by board
action at any time unless the corporation is or will thereby be rendered
insolvent, and unless the acquisition would reduce its net assets below
the amount payable to preferred shareholders on voluntary dissolution.
In so doing the board can apply the amount of stated capital and capital
surplus represented by the shares reacquired and thereupon reduce
these two items by these amounts. Any excess of cost over such
amounts of stated capital and capital surplus must then be deducted
from earned surplus. A corporation may, but need not, by action of
the board of directors, cancel such shares and reduce the authorized
number of shares by the number so cancelled. The authorized number
must be so reduced if the shares are not re-issuable.
An example will perhaps best demonstrate how this provision of
the act will operate. Two corporations have net assets of $50,000.
Suppose that they each issued 10,000 $1 par redeemable preferred
shares for $1.05 per share, and 10,000 $1 par common shares at par,
and that each has an earned surplus of $29,500. The balance sheets
will thereupon appear as follows:
107. Id. at 862, § 701E.
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$50,000

NET ASSETS

Stated capital-preferred
Stated capital-common
Capital surplus (premium on 10,000 preferred
shares, 50 per share)
Earned surplus

$10,000
10,000
500
29,500
$50,000

Total

Now suppose that Corporation A purchases or redeems 1,000
preferred shares at $1.10 a share and that Corporation B does so at
900 a share, and that both corporations cancel the shares and apply
thereto to the extent necessary and available, the stated capital ($1,000)
and capital surplus ($50) represented by such shares under section 705.
Corporation A must, under section 705, reduce earned surplus by $50,
the 50 per share premium over the issue price paid for the shares.
Corporation B's stated capital (due to the reduction of the par value
of its issued shares) will under section 2 be reduced by $1,000 due to
the reduction in the number of its issued shares. But under section
705 it did not need to and hence could not "apply" to its purchase
more than it spent, i.e., $900. The additional $100 reduction in stated
capital is "capital contributed for . . . shares in excess of the stated
. as a result of . . . transactions by
capital applicable thereto (.
the corporation in its own shares . . . )." "0" It must therefore

be added to capital surplus. In other words, it must retain in capital
surplus the $50 original premium received for the shares and add to
capital surplus the additional $100 profit on the transaction. The
balance sheets would read in the respective cases as follows:
NET AssETs

Stated capital-preferred

Stated capital-common
Capital surplus
Earned surplus
Total
108. Id. at 845, § 2.

Corporation A
$48,900

Corporation B
$49,100

$ 9,000

$ 9,000

10,000
450
29,450

10,000
600
29,500
$48,900

$49,100
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Difficult problems may arise in connection with determination of
the amount of stated capital and capital surplus "represented by" shares
reacquired. If a corporation has only one class of shares outstanding,
it is clear that the stated capital (and the same would be true of capital
surplus) represented by each share is the total stated capital divided
by the total number of issued shares, including treasury shares. If
there are two classes of shares outstanding it also seems clear that
stated capital or capital surplus derived from the consideration received
by the corporation on the issuance, acquisition or re-issuance of the
shares of a particular class, plus any amount of surplus transferred to
stated capital by the directors under section 614 and designated by
the directors as stated capital in respect of such class of shares, would
be deemed to be stated capital represented by the issued shares of such
class.
Where, as will often be the case, stated capital or capital surplus is
not attributable under the foregoing principles to shares of a particular
class, it would seem that it should be attributable to the class of shares
entitled to the residue on liquidation of the corporation, which normally
will be the common shares. Should there be two classes which share
equally in the residual assets on liquidation, such as common shares and
participating preferred shares, it would seem that such stated capital
and capital surplus "represent" both such classes of shares. Any disadvantage at which true preferred shares may be placed by such an
allocation is offset by the provisions of the act prohibiting distributions
to shareholders when such distributions would reduce the net assets
of the corporation below the aggregate preferential amount payable
on voluntary liquidation to preferred shareholders. 0 9
Liability for Unlawful Distributions
In order to put teeth in the dividend and distribution limitations,
section 707, relating to liability for unlawful dividends and distributions, has been modified. It now expressly covers distributions through
the purchase of shares, which it may or may not have covered before,
as well as through the payment of dividends.
It also contains a new provision to the effect that a director is not
liable for an unlawful dividend or distribution if he relied and acted in
good faith on financial statements of the corporation represented to
him to be correct by the president of the corporation, its principal accounting officer or an independent public accountant. If a director
has any reason to doubt the accuracy of the financial statement, he
109. Id. at 862, 864, §§ 701F(2), 702A (2), 703(4), 705A.

560

UNIVERSITY OF PENNSYLVANIA LAW REVIEW

[Vol. 106

cannot rely on it "in good faith" unless and until he investigates the
facts and removes the doubt. This provision, taken from the Model
Act, seems a salutary one. Directors, in fact, do rely on financial statements presented to them, and if they do so in good faith they should
be protected. Otherwise they would have almost absolute liability
should an error be made in the financial statement.
For the first time in Pennsylvania the act also spells out the liability
of shareholders in case of improper dividends or other distributions.
There is little authority on this point in Pennsylvania except cases to
the effect that where a corporation is, or is thereby made, insolvent a
shareholder will be liable for amounts distributed to him by way of
dividend or otherwise.looa The act expressly makes each shareholder
liable to the corporation for the amount of the improper dividend or
distribution to him but prescribes a two year statute of limitations
which runs from the date of its receipt. It further provides that where
at or after the time of payment a corporation is not insolvent and has
net assets exceeding the aggregate preferential amount payable in the
event of involuntary liquidation to preferred shareholders (i.e., where
neither creditors nor preferred shareholders have been harmed by the
payment), a shareholder is not liable "unless he knew or should have
known from facts within his own knowledge" of the illegality of the
payment at the time of its receipt.
This provision recognizes the justice of the rule that, as between
an innocent creditor and an innocent shareholder, the creditor, who
would otherwise lose the money he had advanced to the corporation,
should prevail over the shareholder who has advanced nothing but
received an improper windfall. The same rule is applied for the benefit
of preferred shareholders. However, when the only persons injured
are other common shareholders who, or whose predecessors, must have
shared in the distribution, innocence on the part of the defendant shareholder is and should be a good defense. Although the rule laid down
by this section may not be the one that would be followed by most
courts in the absence of a statute on the subject, it is well to have the
matter settled in Pennsylvania rather than leave it an open question for
the courts to decide as a matter of common law.
109a. Appeal of Stang, 10 Week. Notes Cas. 409 (Pa. Sup. Ct. 1881); United
States v. Seyler, 142 F. Supp. 408 (W.D. Pa. 1956); McGinniss v. Schneebeli, 28
Dist. 368 (C.P. Northampton Co. 1918). Other Pennsylvania cases on recovery of
unlawful distributions to shareholders were actions against directors who were held
not liable when a corporation was solvent at the time the dividends were declared,
Hochman v. Mortgage Finance Corp., 289 Pa. 260, 137 Atl. 252 (1927), but liable
when the corporation was insolvent, or its capital was impaired, Cornell v. Seddinger,
237 Pa. 389, 85 Atl. 446 (1912) ; Loan Society v. Eavenson, 248 Pa. 407, 94 At. 121
(1915); Fell v. Pitts, 263 Pa. 314, 106 Atl. 574 (1919); Branch v. Kaiser, 291 Pa.
543. 140 Atl. 498 (1928); West v. Hotel Pennsylvania, 148 Pa. Super. 373, 25 A.2d
593 (1942).
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SALES AND PURCHASES OF SUBSTANTIALLY ALL CORPORATE
ASSETS-RIGHTS

OF DISSENTING SHAREHOLDERS

In Lauman v. Lebanon Valley R. R.,"' a railroad had been incorporated by a special act. Another special act was passed providing
for its merger into a second railroad. The merger was to be submitted
to the stockholders and to become effective if approved by the holders
of a majority of the stock of each railroad. A stockholder filed a bill
in equity to enjoin the merger. The court held that since the Commonwealth had consented, since creditors were not affected, and since the
holders of a majority of the stock must consent, the majority could
effectuate the merger. It further held, however, that there was a
contract between the stockholders giving each one a right to a pro rata
share in the current corporate enterprise; a dissenting stockholder could
not "be forced into a new corporation, and . . . his property in one
corporation cannot be taken from him and the stock of another imposed
upon him by way of compensation by the act either of the legislature
or of his co-corporators, or of both combined." '' The court accordingly granted the injunction with a provision that it be dissolved on
the defendant's giving security to pay for plaintiff's stock when its
value should be ascertained. Similar injunctions, similarly conditioned,
11 2
have been granted against sales of corporate assets.
Since 1933 section 311 " has permitted sales of
substantially all
a corporation's assets not in the usual and regular course of business
with the approval of the holders of a majority of its shares. For some
reason it did not specify the rights of dissenting shareholders. The
act now spells out such rights and gives dissenters the right to obtain
the fair value of their shares from the corporation which issued the
shares.11 4 Since this is a dissenting shareholder's exclusive right and
remedy," he can no longer enjoin such sales. The act now also settles,
in favor of permitting such transactions without shareholder consent,
the question of whether consent is required in connection with a sale
for the purpose of rel6cating the business of a corporation (for example, by removing the corporation's plant from New England to
Pennsylvania or from Pennsylvania to Alabama) and the question of
110. 30 Pa. 42 (1858).
111. Id. at 47.
112. Ringler v. Atlas Portland Cement Co., 301 Pa. 176, 151 Atl. 815 (1930);
Maxler v. Freeport Bank, 275 Pa. 510, 119 Atl. 592 (1923); Koehler v. St. Mary's
Brewing Co., 228 Pa. 648, 77 At. 1016 (1910).
113. PA. STAT. ANN. tit. 15, § 2852-311 (Purdon 1938).
114. PA. Lro. Smv. 851, 857, §§ 311, 515 (Purdon 1957). They never had the
right to such recovery from the purchasing corporation. Troupiansky v. Henry Disston & Sons, Inc., 151 F. Supp. 609 (E.D. Pa. 1957).
115. Id. at 858, § 515D.
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whether the word "sale" includes a mortgage or pledge."' 6 In the
former case the legislature simply followed the result reached in Rudel
v. EberhardFaber Pencil Co. 117
Sections 311B and D which confer rights on dissenting shareholders expressly do not now apply to sales in connection with the
diss6lution or liquidation of a corporation, which are to be governed
by article XI of the act." 8 Curiously enough, section 1108B provides,
in the case of liquidating receivers appointed by the court, for the
sale of all or any part of the corporate assets and the payment of its
liabilities, and adds, "any remaining assets or proceeds shall be distributed among its shareholders according to their respective rights and
interests." (Emphasis added.) Formerly, in the case of a voluntary
dissolution without court proceedings, section 1104C ". directed the
board of directors to sell and convert into cash all corporate assets,
and, after paying all debts and liabilities, to pay the balance to the
shareholders according to their respective rights and preferences. In
voluntary liquidation proceedings, therefore, but not in court proceedings, a shareholder could be required to accept only cash for his shares
on liquidation. This anomaly has been corrected. The act now provides that the directors need to convert into cash only sufficient assets
to pay a corporation's debts and liabilities on liquidation and may pay
to or distribute among the shareholders any surplus of cash or property
remaining."'

Thus a shareholder can be compelled under the act to

accept his pro rata share of the residual assets of a corporation on its
dissolution, whether or not such assets consist of stock of a different
corporation to which the former assets of the liquidating corporation
may have been sold as a going concern. The rationale of Lauman v.
Lebanon Valley R. R. was thus abandoned deliberately.' 2 The rule
laid down in Marks v. Autocar Co.," followed in McCarthy v. Autocar
Co.,"2 is thus reversed. The court in the former case, relying on
Lauman held that where a shareholder dissented from a sale of all corporate assets to another corporation for stock of the latter and a distribution of such stock to the shareholders of the selling corporation
in liquidation, the dissenter must be paid off in cash. The correctness
of that decision had already been questioned as to the rights of dis116. Id. at 851, 852, §§ 311A, 311E.
117. 2 Misc. 2d 957, 146 N.Y.S.2d 498 (Sup. Ct 1955).
118. This settles an issue raised but not decided in Scott v. Stanton Heights Corp.,
388 Pa. 628, 131 A.2d 113 (1957).
119. PA. STAT. ANN. tit. 15, § 2852-1104C (Purdon 1938).
120. PA. L%. StRv. 879, § 1104C (Purdon 1957).
121. See PNNSYLVANIA BAR Ass'N, 6 1ST ANNUAL REPORT 277, 284 (1957).
122. 153 F. Supp. 768 (E.D. Pa. 1954).
123. 152 F. Supp. 409 (E.D. Pa. 1954).
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senting shareholders who acquired their shares after July 3, 1933, the
effective date of the Business Corporation Law. Troupiansky v. Henry
Disston & Sons, Inc.,'24 correctly pointed out that as to such shareholders no contract like that found in the Lauman case could be implied
because the law has since its enactment in 1933 provided that shareholders by majority vote may sell all the corporate assets for stock
of another corporation and then dissolve."
The decision in Marks v. Autocar Co. relied substantially not only
on the Lauman case, but also on Bloch v. Baldwin Locomotive Works.'2 6
In this case a shareholder of B Corporation obtained an injunction
against the acquisition by B Corporation, for shares of B Corporation,
of substantially all the assets of L Corporation on the ground that this
was a de facto merger from which he had a common-law right to dissent. It is clear that if B Corporation had sold the same shares to the
public and used the cash proceeds to acquire the assets of L Corporation,
B Corporation's shareholders would have had no right to dissent. The
same result would have been reached if B Corporation had simply used
cash already in its till to acquire the assets of L Corporation, or in the
alternative to build a new plant exactly like that of L Corporation.
This anomaly in the law also seemed to the legislature unsound." 7
Sections 31 1F and 908C were therefore added and provide that
shareholders of a corporation which acquires the assets of another
corporation are not entitled to dissent and obtain cash for their shares,
whether or not the consideration for the purchase includes shares or
evidences of indebtedness of the acquiring corporation. The rule laid
down in Bloch v. Baldwin Locomotive Works is thus also reversed.
AMENDMENTS TO ARTICLES AFFECTING SHAREHOLDERS' RIGHTS

In Bechtold v. Coleman Realty Ca.,2 8 on a bill in equity the court
adjudged invalid the repeal of a corporate by-law imposing restrictions
on the right of shareholders to sell their shares. This holding was made
despite a provision in the by-laws giving the majority of the shareholders the right to amend them, on the ground that such power in the
majority applied only to by-laws governing the internal affairs of the
corporation and not to by-laws conferring property or contractual
rights.
124.
125.
126.
127.

151 F. Supp. 609, 611 n.4 (E.D. Pa. 1957).
PA. STA. ANN. it. 15, §§ 2852-311, 2852-1102, 2852-1104 (Purdon 1938).
75 Pa. D. & C. 24 (C.P. Del. Co. 1950).
See PENNSYLVANIA BAR Ass'N, 61ST ANNUAL RiPoRT 277, 284 (1957).

128. 367 Pa. 208, 79 A.2d 661 (1951).
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This decision was followed by Schaad v. Hotel Easton Co.., 9
which involved a recapitalization plan for a corporation organized prior
to 1933. The plan converted each cumulative preferred share with its
unpaid arrearage of dividends into ten common shares. It was approved by the holders of a majority of both the preferred and common
shares. The plaintiff minority preferred shareholders obtained an
injunction against the corporation's proceeding with the plan on the
grounds that (a) the right granted in the by-laws (which set forth
the relative preferences of the preferred shares) of the majority to
amend them did not cover property rights as in the Bechtold case, (b)
the right to accrued unpaid cumulative preferred dividends was such
a property right, and (c) the provision of sections 801 and 804 of the
law,' 30 giving holders of a majority of shares adversely affected by an
amendment to articles the right to adopt it, did not apply to pre-1933
corporations because of the saving clause in section 5131 stating that
it did not impair or affect any right accrued prior to the time it took
effect. The court, after pointing out that it was therefore unnecessary
to discuss any constitutional questions, indicated that it inclined to the
view that it would be unconstitutional to permit the majority to change
property rights conferred by articles.
This case in turn was followed by Metzger v. George Washington
Memorial Park, Inc. 1 32

There, a corporation organized under the

Business Corporation Law adopted an amendment to its articles, with
the consent of a majority of common shareholders, conferring voting
rights on holders of preferred shares who had had no such rights before.
The court held that the exclusive right of common shareholders to
vote was not a property or contractual right but was a matter of internal
management subject to the power of a majority to amend it under
sections 801 and 804 of the law '3 under the doctrine of the Bechtold
case.
The legislature agreed with the decision in the Schaad case insofar
as it applied to corporations organized prior to the effective date of
the Business Corporation Law, July 3, 1933. The act now extends
the right to object in such cases to article amendments which reduce the
rate or amount of dividends payable on preferred shares, the redemption
or liquidation price of preferred shares, or the conversion rate of convertible shares. It retains the same provision with respect to amend129. 369 Pa. 486, 87 A.2d 227 (1952).
130. PA. STAT. ANN. tit. 15, §§ 2852-801, 2852-804 (Purdon 1938).
131. PA. STAT. ANN. tit. 15, § 2852-5 (Purdon 1938).

132. 380 Pa. 350, 110 A.2d 425 (1955).
133. PA. STAT. ANN. tit. 15, §§ 2852-801, 2852-804 (Purdon 1938).
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ments which abolished preemptive rights of such corporations. The
legislature felt, however, that, as in the Lauman case, there should be
no absolute right of a minority to prevent a majority from accomplishing such objectives. It therefore provided that, when corporations
adopt such amendments, dissenting shareholders have the exclusive
remedy of obtaining the fair value of their shares." 4 Since this is the
actual result reached in the Lauman case, despite its reference to
constitutional rights, there would appear to be no doubt that under
this section shareholders who dissent from the adoption of such
amendments by such corporations cannot now enjoin them but will
be limited to their right to obtain such fair value.
It is likewise clear that the legislature disagreed with the dictum
in the Schaad case suggesting that shareholders of corporations organized under the Business Corporation Law can enjoin such amendments. Accordingly, it limited the right to dissent to shareholders of
corporations organized prior to July 3, 1933. It added a provision
that, even in the case of these corporations, there shall be no right to
dissent in the holders of a class of shares all of which were issued after
July 3, 1933.'3" This provision coincides with the remarks of the
court referred to above in Troupianski v. Henry Disston & Sons, Inc.'3s
INCREASES OF STOCK AND INDEBTEDNESS

On November 6, 1956, article XVI, section 7, of the Constitution
of Pennsylvania was amended to delete the provision that stock and
indebtedness of corporations shall not be increased "without the consent
of the persons holding the larger amount in value of the stock first
obtained at a meeting to be held after sixty days' notice given in
pursuance of law." 137 The adoption of this amendment, however,
did not of itself effect a change in statutes implementing the former
constitutional provision. Acordingly, the 1957 amendment to the
Business Corporation Law removed entirely ' the requirement that
any increase of indebtedness be approved by the shareholders by deleting
former section 309,13" as well as the final clause of section 320(1).:140
The sixty day notice requirement for shareholders' meetings in con134. PA. L%~o. Smav. 870, § 810 (Purdon 1957).
135. Id. at 868, § 801B.
136. 151 F. Supp. at 611 n.4.
137. PA. CONsT. art. XVI, § 7.
138. House Bill No. 882, which would have required shareholder approval as
before, but reduced the time for calling the meeting, was vetoed by the Governor as
inconsistent with Act No. 370. Veto No. 40.
139. PA. STAT. ANN. tit. 15, § 2852-309 (Purdon Supp. 1956).
140. Id. §2852-320(1).
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nection with amendments to the articles, mergers and consolidations
involving increases in authorized shares is cut down to ten days' notice
by amendments to sections 513, 803 and 902B and the repeal of section
8E.141

A word of caution in this connection is necessary. The shareholders of many Pennsylvania corporations have in the past adopted
resolutions authorizing specific amounts of indebtedness. It would
seem that, notwithstanding the amendment of the constitution and the
Business Corporation Law, these resolutions may 14 still be effective to
put a ceiling on the corporate indebtedness which the directors may
authorize. Should there be any doubt on the question, the only safe
course is to have the shareholders expressly remove all limitations on
indebtedness theretofore imposed by resolution of the shareholders and
not contained in the articles or by laws.
Pennsylvania corporations can now recapitalize 3 quickly and
economically, though Pennsylvania lawyers may sometimes recall with
nostalgia the extra two months they used to have to do their work.
141. Id. § 2852-8E.
142. It can be argued, since § '309 has been repealed, that § 302(8) expressly
gives directors power to increase indebtedness and makes shareholders' contrary resolutions void in the absence of a contrary provision in the articles of incorporation.
Whether the courts would so hold seems doubtful.
143. An amendment to § 302(8) of the law expressly permits the issuance of
debt securities to retire outstanding shares of the issuer provided the shares may be

acquired properly (under § 701 or § 705).

